I11. THE SETTLEMENT PROCESS

A. Policy and practical considerations

1. Settlenent versus litigation: in general

The nost fundanmental tenet of Tax Division settlenment policy
is that we will concede a position that is erroneous, but
conprom se is justified only by litigation hazards and
collectibility concerns.

The courts are the apex of the controversy resolution
structure within the Internal Revenue Service, which is very much
geared to settlenent if at all possible. Thus, settlenent is a
primary function of the Appeals O fices, and Appeals settles
close to 90% of the cases it considers.

The Tax Division does not settle cases based on nui sance
value. For it to do so would undercut totally the efficacy of
the settlenent structure within the Internal Revenue Service. On
the other hand, the Division endeavors to litigate when it is
appropriate, to concede when it is appropriate, and also to
conprom se (when it is appropriate) on ternms which are just and
in the Governnent's best interests.

From the outset of a case, the question of litigation or
settlenment should be considered. Bear in mnd that the easiest
(but not necessarily the nbost advantageous) course of action is
to settle the strongest cases and litigate the weak cases. It is
t he easi est course of action because taxpayers' counsel wll want
to settle their weak cases. Unfortunately, settlenent of a case
where the Governnent is strong and litigation where it is weak
may not contribute to the orderly and rational devel opnment of the
tax law. Moreover, it is undoubtedly true that hard cases nake
bad | aw. Accordingly, both in evaluating the litigation and
settl enment posture, equities (as well as precedent) nust be taken
into account, and, if the case is to be litigated, all equities
shoul d be devel oped carefully to show that the Governnent's
position is reasonabl e.

In weighing litigation versus settlenent, it is vital to
take into account the case as a whole. Assune, for exanple, that
a case raises a nultitude of issues so that, were taxpayer to
prevail on all, its tax liability would be reduced by a mllion
doll ars, but because of 8§ 6511(b)(2) |Iimtations its ultimte
recovery is restricted to $100,000. |If the taxpayer agrees that
its ultimate recovery is limted to $100, 000, settlenment may well
be appropriate at or approaching that figure. |f the taxpayer
does not agree that 8 6511(b)(2) restricts its recovery, then
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summary judgnent is appropriate to resolve the jurisdictional
I ssue.

The weighing of litigation versus settlenent should be a
continuing process, as the Trial Attorney's know edge increases
and there are new devel opnents which should be taken into
account. In this connection, the Trial Attorney should al so
consider as the litigation progresses whether the alternative
di spute resolution ("ADR') procedures addressed in Part VI are
appropriate in a particul ar case.

2. The need for preparation

The basic principles applicable to litigation are equally
applicable to settlement. Good preparation is the key to both.
| ndeed, the surest way to obtain a good settlenent is to do a
good job of preparing the case for trial. Considering the work
| oad of the revenue agents, there is virtually no way that an
audit could produce all the adm ssible evidence necessary for a
successful trial of a factual issue, such as val uation

3. The need for comunication with the I RS

In settlenment, as in litigation, it is very inportant to
communi cate with the Internal Revenue Service--and this includes
not only the attorneys at the Service who prepare defense
letters, requests to bring suit, and recomendations re
settlenent, but also the people who actually worked the cases (or
rel ated cases) such as revenue agents, special agents,
engi neering agents, international exam ners, and Speci al
Procedures and Service Center personnel. Oten, by talking with
t hese people, the Trial Attorney can obtain information which is
not inthe files. Mreover, talking with Service personnel is
particularly inportant in cases involving continuing issues--

i ssues which arise not only in the year in suit, but also in
subsequent years. Such cases are nore difficult (although not
i npossible) to settle.

Always talk with sonmeone at the Service whose position you
di sagree with, or do not understand, before |aunching an
offensive in witing. Disagreenents re settlenents can provoke
hard feelings which i npede working together harnoniously in the
future, and one nmust negotiate heartfelt cooperation just as one
must negotiate a settlenent offer.

4. Concessions -- the Trial Attorney's role

If it is believed that the Governnent's case | acks any nerit
what soever, the case should be conceded. Nornally, the Service
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wi |l recomrend concession in such a case in its defense letter;
however, in cases where it has not done so, the Trial Attorney
may subsequently devel op facts or law that justify concession.
If the Trial Attorney believes that the Governnent's position is
erroneous, the attorney should consult with a supervisor and
possibly direct a letter to the Internal Revenue Service
requesting it to reconsider the matter. The sane procedure
shoul d be followed if the Service reconmends concession but the
Trial Attorney believes that defense is nerited. In this
connection, bear in mnd that it is very dangerous and
unproductive to litigate a |l egal issue contrary to the views of
the Internal Revenue Service; the Service can resolve the matter
by issuing a revenue ruling which will effectively require
concession of the case. |If a Trial Attorney litigates and w ns
an issue over the opposition of the Internal Revenue Service,
there is a very great likelihood that the Governnment wll confess
error. Accordingly, if the Trial Attorney disagrees with the
Service's recomendation for concession, it is necessary to
convince the Service that inportant facts or |egal argunents or
ot her considerations were not previously called to their
attention, and that defense is appropriate.

B. Initial matters to be considered regardl ess of the
likelihood of settlenent

1. Collection cases and countercl ai ns

In any case involving a counterclaim just as in any
collection matter, collectibility is likely to be a prine
consi deration. Even though the case may be a strong one for the
Governnent on the nerits, one does not want to expend substanti al
resources to obtain an uncollectible judgnment. Accordingly,
prelimnary steps should al ways be taken whenever a collection
suit or counterclaimis filed. These include:

(a) Contact Special Procedures and actually talk with the
peopl e involved to find out what they have done in the past, what
they are doi ng now, and what they believe the collection
potential to be. Alnost certainly, one will want to be assured
that notices of federal tax liens have been filed or refiled in
each appropriate |ocation.

(b) As a rough indication of what the taxpayer's financi al
position may be, ask the Service (or, if necessary, the taxpayer)
for copies of inconme tax returns, beginning with the period in
l[itigation and going up to the present, or sone shorter period.

If tax returns are not avail able, ask the Service for transcripts
of account for the sane period. Matters to consider are not only
assets held at the tinme of litigation, but sources of incone
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which were reflected on earlier returns but di sappear on | ater
returns, indicating possible transfers w thout consideration.
And, in this connection, follow up and obtain copies of the
incone tax returns filed annually, as the suit progresses.

To the extent that it becones apparent that collectibility
will be a major problem and that the potential for substantia
collection is slight, it is nore efficient to negotiate a
collectibility settlenent than to do a lot of work to obtain a
j udgnent whi ch proves uncol |l ectible.

2. Ref und cases

In refund cases, questions which frequently conme up in the
context of settlenent involve offsets, duplicate allowances in
other years or with respect to other taxpayers, and equitable
recoupnent. These are issues which, ideally, should be
addressed, and recognized, at the tinme that the defense letter
and adm nistrative files are received.

a. Ofsets

It may be that the defense |letter suggests offsets which
shoul d be asserted. One's own analysis of the adm nistrative
files may uncover additional offset issues. For exanple,
nonbi ndi ng settlenments may have been nmade administratively as to
whi ch the taxpayer has now reneged. That is, the revenue agent
may have proposed adjustnments which were ultimately not made, in
a situation where no Form 870- AD (or other Appeals Ofice
agreenent) was executed. In this situation, the adjustnents
previously given up by the Governnent (if neritorious) should
now be asserted.

Additionally, the Trial Attorney should normally talk with
t he revenue agent about the case; everything that the agent knows
may not have been put in witing. For exanple, there may have
been issues raised in subsequent years which (but for
[imtations) could and woul d have been raised for the suit years;
t hese, al so, could be made the subject of offsets. Bear in mnd,
however, that it is inappropriate to enbark on a general fishing
expedition in search of offsets. Most generally, offsets are an
adj ustnment correlative to the taxpayer's prevailing on its claim
or issues ascertained on |ooking at the return and admnistrative
files, or based on conversations with people at the Service
famliar wth the case. Ofsets are discussed in greater detai
in Part 1V, Chapter A



b. Double allowances in other years or
with respect to other taxpayers

To the extent that a case involves the proper year for
al | owance of a deduction or inclusion of an amobunt in inconme, the
Trial Attorney nust be aware that resolution of the litigation
will likely have consequences in another year. This is relevant
in determ ning how nmuch noney is really involved in the
litigation, which affects the prospects for settlenent.

Simlarly, cases may involve questions affecting rel ated
t axpayers--for exanple, whether incone is taxable to a trust or
its beneficiaries.

In such cases, an inportant consideration that nust be borne
in mnd in considering settlenent is the anbit of the mtigation
of limtations provisions, 88 1311-1314 of the Internal Revenue
Code, discussed at Part 1V, Chapter B. To fail to do so may
result in double allowances in the suit year and the non-suit
year, or a double exclusion of the same anmounts from i ncone of
the trust and its beneficiaries.

C. Equi t abl e recoupnent

In our defensive litigation, equitable recoupnent
technically involves a situation where the taxpayer is suing for
a refund with respect to one kind of tax, and, if the taxpayer
were to prevail, there would be an adjustnment favorable to the
Government wth respect to another kind of tax, but the period of
[imtations has expired with respect to asserting a deficiency.
Particularly in the estate tax/incone tax area, discussed infra
at 50-55, the Trial Attorney should be alert to the possibility
of pleading equitable recoupnent as an affirmative defense.

| mportantly, where an adjustnent favorable to the taxpayer
in the refund suit should (barring limtations) produce a
correspondi ng adjustnent in the Governnent's favor, the very best
defense of all is to ascertain, as early as possible and,
ideally, no later than when the answer is filed, whether the
period of limtations has expired with respect to the correlative
adj ustnment as to another tax or another taxpayer. The earlier
such questions can be resolved, the nore likely it is that the
period of limtations will still be open (whether for assessnent,
or because there is another claimfor refund pending by the
t axpayer which could be offset by a correlative adjustnent).

Equi t abl e recoupnment is discussed in greater detail in Part
IV, Chapter C.



3. Empl oyment tax cases

I n cases involving the question whether workers are
enpl oyees or independent contractors, there are several
considerations to take into account.

1. The first issue to be considered in all these cases is
the applicability of 8 530 of the Revenue Act of 1978, Pub. L.
No. 95-600, 92 Stat. 2885 (reprinted at 26 U.S.C. § 3401 note).
This relief provision was enacted by the 1978 Act as a tenporary
measure, and subsequently made pernmanent even though not part of
the Internal Revenue Code.

Section 530 was the result of what the industry |obbyists
and the Congress viewed as overaggressive audit and assessnent
activity by the Service. To litigate and | ose enpl oynent tax
cases can only serve to perpetuate the stereotype. Accordingly,
t hese cases are anbong the nobst inportant cases that a Tax
Division attorney will be handling, and it is very inportant to
eval uate accurately the litigation hazards, as well as the
settlenment potential.

If 8 530 provides relief (and Congress, in enacting this
provision, intended to provide relief where the taxpayer had "any
reasonabl e basis" (liberally construed) to treat workers as
nonenpl oyees), one will never get to litigate the enpl oyee-

i ndependent contractor issue.

2. In determning the anmount involved, check to determ ne
whet her the Service has correctly applied 8 3509. There have
been instances where it has failed to do so, resulting in the
necessity for partial concession.

3. If enployee-independent contractor is a continuing
issue, it is difficult to settle without obtaining future
conpliance. However, such conpliance is a very val uable
concessi on which the taxpayer can nake w thout present out-of-

pocket cost. In a future conpliance settlenent, it is inportant
for the owners of the business to agree that, even if the form of
busi ness changes, the workers wll still be treated as enpl oyees

in the future.

C. Negot i ati on

1. Basi c principles

Ef fective negotiation is a skill, just like effective cross-
exam nation or any other litigation skill. Effective negotiation
al so requires preparation--one nust think about and prepare for
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informal settlenent discussions or a fornmal settlenment conference
just as one prepares for a hearing. Effective negotiation also
requires that one nust listen to what one's opponent has to say,
and i magi ne oneself in that opponent's pl ace.

Negotiation is not confined to a settlenent context. It is
involved in negotiating a stipulation of fact, in preparing a
joint submssion to the court, and in many ot her aspects of
litigation and life.

Accordingly, the possibility of negotiating a settlenment,
and what the Trial Attorney would want with respect to settlenent
(or whether any settlenment would be desirable or feasible), is
sonet hi ng which should be borne in mnd fromthe tinme the suit
authorization letter or the defense letter is received. O
course, as the case is developed factually and | egally,
perception of the feasibility or appropriate basis for settl enent
wi || change, as perception of litigation hazard and the best
course of action for prosecuting or defending the case w |
change. Simlarly, the Trial Attorney should consider and
revisit the question of the value of using ADR procedures and
whi ch ADR procedures nmay be nost appropriate in a particul ar case
t hroughout the litigation process.

A Trial Attorney does not have settlenent authority, and
this nust be nmade very clear to opposing counsel during
settl enment discussions or conferences. Consequently, it is a
good idea for a Trial Attorney to discuss settlenent potenti al
and problens wth the Section Chief before the negotiations are
commenced. Bear in mnd, however, that these discussions may not
cover all aspects of the facts and |law, and that a Section Chi ef
may | ater raise questions or objections which were not perceived
until the settlenent nmenorandum was subm tt ed.

It is advisable, particularly in conplex cases, to wite a
menmorandumto the file (however brief and informal) concerning
settlenment negotiations. This will assist in refreshing the
Trial Attorney's recollection concerning the course of the
negoti ati ons. Moreover, when a case is reassigned (as, for
exanple, on the departure of an attorney), it is exceedingly
useful to have a record of what settlenent discussions were held,
and what they were.

In every refund suit, the taxpayer wants the noney as soon
as possible, and may request or require a commtnent as to the
time necessary to process the settlement. O course, the Trial
Attorney shoul d endeavor to wite up a negoti ated settl enent
promptly (it takes nmuch less tine to wite up a settlenent if it
is done sooner rather than |later). However, the Trial Attorney
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must be careful not to prom se nore than he or she can do.
Moreover, it is essential that the Trial Attorney check with the
Service, the Trial Section Chief, and (in a case which requires
reference to that Ofice) the Chief of the Ofice of Review
before making any commtnents as to the tinme necessary for
processing a settlenent.

2. Fornmal settl enent di scussions

Wth local rules pushing early settlenent conference and the
1993 anmendnents to the Federal Rules of G vil Procedure (in
particular, Rule 16 and Rule 26) requiring the exchange of "core
informati on" and accelerating the tinme for pretrial conferences,
settl enment discussions frequently occur early in our cases.

Pursuant to Executive Order 12778 on Civil Justice Reform
and the policy of the Tax Division, as soon as adequate
information is available to permit an accurate eval uation of the
litigating hazards, the Trial Attorney should offer to discuss
settlement wwth the opposing side. And, in courts where we know
settl ement conferences occur quickly, the Trial Attorney should
make every effort to be ready for neaningful settlenent
di scussi ons.

There is an obvious tension here. Wile early settlenent
di scussions are encouraged to avoid unnecessary and costly
di scovery for both sides, the Trial Attorney can participate
meani ngfully in settlement discussions only after he or she has
undertaken sufficient research and di scovery so that the strength
of the Governnent's case can be determned. |[If trial counse
does not have the necessary information to eval uate the case,
settlenment discussions will be premature and unproducti ve.

When settl enent discussions get down to concrete figures and
other terns, typically opposing counsel suggests a basis for
settlenment, and the Trial Attorney wll respond, advising whether
he or she will recommend the settlement proposed, or suggesting
sone other basis for settlenment. The very term "negotiation"
suggests sone give and take. However, there will be instances
where the Trial Attorney (or Assistant Chief or Section Chief)
will say that he or she will recomend a settlenent of x anount
and wi Il not budge one dollar fromthat figure.

The fornul ae for possible settlenment cover as broad a range
as tax matters generally, and the appropriate fornmula will depend
on the case, and the needs of the parties.

Conmprom se of a 8 6672 case based on litigation hazards w ||
obvi ously depend on the litigation hazards for each quarter. |If
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there is nore than one responsi ble person involved, it is clearly
preferable to settle as to all--unfortunately, this is not always
possi ble. As an addendum in negotiating settlenent of these
cases, it is always well to bear in mnd that substanti al

i nterest may have accrued, even though the principal anmount of
the 8 6672 liability remaining is relatively small.

In any nmulti-issue settlenent of tax issues (other than the
very small, factual case), it is generally advisable to begin
with putting each issue on the table, and know ng how nuch is
involved as to each. A good starting point is the notice of
deficiency, or the RAR statenent of audit changes. GCenerally, in
an issue settlenent, either issues are traded, or one party
concedes one or nore issues and other issues are settled on a
percentage basis. Bear in mnd that if there are two issues in a
case, and one issue involves $5,000 and the second $100, 000, it
is not considered as a 50-50 settlenment if it is proposed that
t he taxpayer concede the first issue and the Governnent the
second. Neither is it regarded as a 50-50 settlenent where on
the first issue (which the taxpayer offers to concede) the
Governnment is supported by the Tax Court and three courts of
appeal s, while on the second issue which it is proposed the
Government concede there is no case directly in point and two
conflicting lines of authority.

A settlement may be based on an offer to accept a refund of
a flat anmount, plus interest. Thus, in a suit for refund
i nvol ving possi bly $5,000, an offer nmay be submitted to accept a
refund of $2,000, plus interest. These settlenents are
particularly appropriate to the relatively small case invol ving
several issues where the effort and delay in preparing a
conputation may not be justified. However, this type of
settlenment is appropriate only if both parties have a pretty good
i dea of the amount involved, or the anmount involved on each
issue. O herwise a reconputation may well be necessary in order
to eval uate the concessions being made in a settlenent calling
for a refund of a flat anount.

In any case where the settlenent is based on collectibility,
it is inperative to have the necessary financial information
before the Trial Attorney can, in any sense, "negotiate." In
such cases, the nost feasible course of action is to invite the
t axpayer to submt the necessary information and to nake the best
of fer possible. The information submtted can then be verified
by the Service to the extent appropriate. Typically, such
i nformati on would consist of (1) a conpleted Statenent of



Financial Condition & OGther Information (DJ-TD 433 (1996) (Ex. O
5/ and (2) copies of incone tax returns for the prior five years.
See Part V, infra, where collectibility settlenments are di scussed
i n depth.

The sinplest settlenent to structure is one where the
Service has nmade a deficiency assessnent (based solely on the
issue in litigation) and the refund suit only involves this
assessnment and no other years or parties are involved. Bear in
m nd, however, that a percentage conprom se of a deficiency
assessnment is to be avoi ded where the assessnment conprehended
nore than one issue, but only one is being litigated.

Where the disputed liability is substantial or the taxpayer
is in a trade or business, a settlenent based on incone
adjustnents is the norm |Inter alia, an issue settlenent
obvi at es probl enms which mght arise in determ ning the
consequences of loss or credit carrybacks to or through the years
in litigation.

An issue settlenent is always necessary if the issue(s) in
suit have consequences in or occur in subsequent years, or affect
ot her taxes or other taxpayers. For exanple, if the issue is
capital expenditure or ordinary expense, have capital |oss
carrybacks or carryovers been all owed? Have depreciation
deducti ons been all owed in subsequent years? Are deductions
being all owed by settl enment which increase alternative m ni mum
tax liability? Wat are the consequences of allowance of
investnment tax credits? Are there interrelationships between
estate tax and incone tax liability? 1In these situations, the
Trial Attorney nust be alert to ascertain whether the affected
years or liabilities of other taxpayers are open. If it is
crystal clear that the affected years or related liabilities are
open, make their adjustnent part of the settlenent. And, if
cl osed, endeavor to nake appropriate adjustnent part of the
settlenment, bearing in mnd that the affected year can be
reopened by mtigation of limtations, if a qualifying
"determ nation" is obtained, or equitable recoupnment may be
applicable. See Part 1V, Chapter B, re Double Al owances--
Mtigation of Limtations (88 1311-1314), at pp. 47-49, infra,
and Part 1V, Chapter C, re Equitable Recoupnent, at pp. 50-55,
infra.

In short, an offer should cover all collateral issues.
These include, in addition to those just discussed, the

5/ IRS Forns 433-A and 433-B are not satisfactory for our
pur poses.
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permssibility of crediting any overpaynent agai nst any ot her
l[iability of the taxpayer pursuant to 8 6402, waiver of attorney
fees, and interest. A carefully crafted settlenent can save an
attorney a trenendous anount of unnecessary work and the
Governnment a | ot of noney.

3. Settl enent conferences with the court

As court dockets becone overl oaded and courts adopt rules to
accel erate settlenent conferences, the burden becones heavier on
each party's attorney to be prepared for an early settl enent
conference. |If a court orders a settlenent conference before the
parti es have conpl eted essential discovery, the Trial Attorney
shoul d attenpt to postpone the conference, preferably with the
assi stance of opposing counsel. |If the parties have utilized the
alternative dispute resolution procedures (ADR) described in Part
VI, but have been unable to settle the case, it may be
appropriate to notify the court of that fact and ask that the
parties be excused fromparticipating in a mandatory settl enent
conf erence.

Cenerally, an order requiring a settlenment conference wl|l
direct the Trial Attorney of record to attend. Before attending
the conference, the Trial Attorney shoul d discuss settlenent
prospects with his or her Section Chief. The Section Chief wll
normal Iy provide the Trial Attorney with guidelines for an
accept abl e settl enent.

It is essential that Tax Division trial attorneys know who
has settlenent authority in a particular case and devel op skills
to participate effectively in court-ordered settlenent
conferences. By the tine of a conference, if not earlier, the
Trial Attorney should be able to espouse the strengths of the
Governnment's position and be able to approach settl enent
di scussions with an open and reasonable view Al though
settl enment conferences may, on occasi on, generate consi derable
pressure on the Trial Attorney to recomend a proposal under
di scussion, it is shortsighted to agree to recomrend unaccept abl e
settlenment terns. The ultimate rejection of the Trial Attorney's
recommendati on and of the offer can cause extrene tension between
the Governnment and both the court and the opposing side; it can
create the inpression that the Departnent official having
settlenment authority rejected the offer without full know edge of
t he case.

Court orders (and |local rules) vary concerning settlenent
conferences. Wen first receiving notice of a conference the
Trial Attorney should ascertain who is required to attend since
sonetinmes the orders require that the person with full settlenent
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authority attend. Depending on such factors as the anount in
suit and whether the Internal Revenue Service designates the case
as "Standard" or "SOP," this type of order often neans that the
Section Chief or the Assistant Attorney General is ordered to
attend and it could possibly require the attendance of the

Associ ate Attorney General. \When facing this type of court

order, the Trial Attorney should imediately consult with the
Section Chief. Normally, the Trial Attorney will be advised to
contact the local United States Attorney to determ ne whether the
Departnent has been excused fromsimlar orders in other cases,
and for any advice concerning an appropriate course of action.

If it seens appropriate, the Trial Attorney should contact the
court's clerk and attenpt to find an informal way to be excused
fromthe requirenment. In sone situations, the Section Chief may
believe it wll be helpful for the Chief or sonme other supervisor
to be avail abl e by phone during the conference and this
alternative may be offered to the court as a conprom se.

If informal efforts fail, under nost circunstances, the
Section Chief would authorize the filing of a notion with the
trial court, asking to be excused fromthe local rule or court
order and, in the alternative, seeking a stay of the conference
pendi ng consideration by the Division and the Solicitor GCeneral
whet her a petition for mandamus will be filed. |If this is
deni ed, the Tax D vision may seek an energency stay with a court
of appeals and, if granted, file a petition for wit of mandanus
on the ground that the Departnent would be unable to function
effectively if key officials could be ordered to appear at court-
ordered settl enent conferences.

Most courts recogni ze that the Associate Attorney General
shoul d not be required to attend settl enent conferences. Because
there are usually 22,000 pending cases in the Tax Division, it
woul d al so be physically inpossible for the Assistant Attorney
Ceneral to attend settlenent conferences on a regul ar basis, or
even to participate by phone. Indeed, if a Section Chief were
required to attend all settlenent conferences in person, that
could consune all or the greater portion of the Chief's tine and
make it inpossible for the Chief to performthe other functions
of the position.

The Departnent has sound | egal argunments for contendi ng that
a court lacks the inherent power to issue an order requiring the
attendance at a settlenment conference of the person wth ful
settlenment authority. Under the doctrine of separation of powers
as expressed in 28 U S.C. 88 517 and 519, the Attorney GCeneral
has the responsibility of representing the United States in
judicial proceedings and directing other offices of the
Department in conducting litigation. A court |acks the power to
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tell the Attorney Ceneral what settlenent authority nust be
conferred on the Trial Attorney designated to handle a particul ar
case. As stated in the legislative history of the Judici al

| mprovenents Act of 1990, Pub. L. No. 101-650, 104 Stat. 5089 (28
US. C 8§ 473), "the Departnent cannot realistically send
officials with full settlenent authority to each settl enent
conference." 6/

In In re Stone, 986 F.2d 898 (1993), the Fifth Crcuit held
that the district court has the inherent power to order the
Executive Branch to send a high-ranking official to a settlenent
conference, and it vacated the district court's orders and stated
that the district court abused its discretion in routinely
ordering the Governnent to send an official with full settlenent
authority to a conference. The Crcuit went on to state,
however, that the court could issue such an order in certain
extraordinary circunstances. Wile the end result in Stone was
correct, in the Governnent's viewthe Fifth Grcuit was incorrect
in concluding that the district courts have the inherent power to
i ssue such orders. W expect that this issue will be presented
to other courts of appeals and that the Suprene Court may have to
resolve it.

4. Partial settlenents

To narrow the issues for trial, the parties nay wish to
enter into a partial settlenment. Generally, a Trial Attorney
shoul d attenpt to negotiate a conprom se which di sposes of a case
conpl etely, where possible, and avoid pieceneal settlenents.

Rel ati onshi ps between the issues settled and those reserved for
l[itigation may not becone apparent until (too |ate) when the
|atter are addressed. Mdreover, settlenent of the case as a
whol e obviates a need for nultiple conputations, the preparation
of nore than one conprom se nenorandum and the review of nore

t han one nmenorandum by the designated official. It also avoids
any appearance that partial settlenents were negotiated in an
effort to keep review of the settlenent at the Section Chief
level. Bear in mnd, noreover, that the total amount conceded in
all prior settlenments is taken into account in determ ning
jurisdiction to act on any subsequent settlenent.

Nonet hel ess, there are tinmes when partial settlenents are
ei ther advisable or necessary. |If a case presents 20 issues, it
is clearly advisable to attenpt to settle as nmany as are

6/ Civil Trial Section, Western, has had a nunber of cases
on this issue and a Trial Attorney in another section may w sh to
consult with them
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feasible. To do so both narrows the issue for trial and permts
the Governnment to present its case nost forcibly on appeal, where
the page limtations on brief and tinme limtations on argunent
are exceedi ngly stringent.

In a partial settlenent, there are pros and cons with
respect to when conputations should be prepared. Thus, inasnuch
as previously unconsidered "issues" (or effects of a conputation)
may surface when a conputation is prepared, it is well to have
conput ati ons prepared sooner rather than later. |Indeed, it is
sonetinmes essential to prepare conputations in order to determ ne
who has the authority to approve the settlenent. On the other
hand, there is nmerit in having any overpaynent conputed at the
end of the case to avoid the need for nultiple conputations.

Mor eover, new offsets may be di scovered in the course of
litigating a reserved issue. Additionally, whether or not an
overpaynent is schedul ed i mediately on conclusion of a parti al
settlenment (in which case conputations will probably have been
prepared) will depend on a nunber of factors, including the
posture of the case, the conplexity of the necessary

conput ations, and any possible interrelationship with issues
which remain to be litigated.

5. Factors favoring settlenent generally, and factors
generally rendering settlenment difficult or
unlikely

Certain cases are nore appropriate for settlenent than
others. However, that there are a nunber of factors favoring
settlenment in a particular case does not nean that a case can or
shoul d be settled, or that the parties can reach agreenent on
terms that are fair to both sides. Simlarly, that there are
factors which wei gh against the |ikelihood of settlenent does not
mean that a case cannot or should not be settled. Nonetheless,
the Trial Attorney may want to consider sonme of the various
factors favoring and di sfavoring settlenent in weighing the
potential for settlenment versus litigation.

(a) Factors favoring settlenent include the
fol |l ow ng:

(1) The case involves largely factual issues and the
| egal principles are well established (e.q.,

val uation cases, substantiation cases, trust fund

recovery cases).

(i) The case is legally and/or factually conpl ex.



(rit) The case involves multiple i ndependent factua
i ssues (e.qg., bankruptcy cases).

(1v) The case is one where there is a particular
need for a pronpt resolution of the dispute
(e.qg., sunmons, estate tax and bankruptcy
cases).

(v) The case is one where a consensual resol ution
may | ead to greater future conpliance (e.g.,
enpl oyee-i ndependent contractor cases).

(vi) A settlement in the case woul d be based
solely on collectibility.

(vii) The other party has a particular need to keep
information confidential (e.g., financial
information or trade secrets).

(viii) There are problens perceived either with
respect to the decision-naker or the forum
for exanpl e:

(A) The judge is particularly slowin
resol vi ng cases;

(B) The docket is backlogged wth crim nal
and/or civil cases;

(C© There is the potential for jury
nul l'ification.

(ix) The case is one where the Governnent will be
required to litigate in a forumother than a
federal court.

(x) The case is one where the nature or status of
a party to the dispute mght, in itself,
i nfluence the outcone of the litigation
(e.qg., synpathetic plaintiff).

(xi) The case is one where there are substanti al
litigating hazards for both parties.

(xiti) The case is one where trial preparation wll be
difficult, costly and/or |engthy and the expected
out - of - pocket and | ost opportunity costs outwei gh
any benefit the Governnment can realistically
expect to obtain through litigation.
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(xiii)

(i)

(iii)

(iv)

(v)

(vi)

(Vii)

The case is one where it is desirable to avoid
adver se precedent.

(b) Factors disfavoring settlenent include the
foll ow ng:

Taxpayer's case clearly has no nerit (e.g.,
certain Bivens cases or protestor suits).

The case is one that should be resol ved on noti on,
such as a notion to dismss or for summary
j udgnent .

The case presents an issue where | egal precedent
i s needed, for exanple:

(A) Issue involved is of national or industry-
wi de significance;

(B) |Issue is presented in a substantial nunber of
cases;

(© Issue is a continuing one with sane taxpayer.
The i nportance of the issue involved in the

case makes continued |litigation necessary

despite sone adverse precedent.

The information presently avail abl e about the
case is insufficient to eval uate meaningfully

the issues involved or settlenent potential

The case involves significant enforcenent
i ssues, for exanpl e:

(A) Case involves protestors;

(B) Case is high profile and wll involve
publicity which could encourage taxpayer
conpl i ance;

(C) Case involves a uniformsettlenent position
(e.qg., shelter cases).

The case involves a constitutional challenge.



6. Attorney fees

A termof every settlenent should cover the taxpayer's right
to claimattorney fees. Unless there are unusual circunstances,
we should require that the offer provide that each party is to
bear its own costs, including attorney fees. The obvious reason
is that little is acconplished in saving litigating costs if we
have to litigate taxpayer's right to attorney fees, especially if
the principal issue in the fees dispute is whether the
Governnment's position on the settled i ssue was substantially
justified.

7. Conputations

ot ai ning conputations prior to the tine a conprom se or
concession is approved is nost desirable. The results of a
conmput ati on can, on occasion, be surprising--what you may think
is a 50% Governnment concession may turn out to be a 90%
Gover nment concessi on because of the vagaries of the conputation,
limtations kicking in, etc.

A relatively easy way to approach this, particularly in
cases where the taxpayer is a large corporation or a substanti al
anpunt is at issue, is to ask taxpayer's counsel to submt a
conputation together with the offer. O, if an unsolicited offer
is received, and it is worthy of serious consideration, this
request can be nmade at that tinme. The taxpayer's conputation
shoul d then be checked either by the Service or by the Tax
D vision's reconputation specialist.

Pl ease bear in mnd that, while the Trial Attorney may not
be responsible for the arithnmetic involved in a conpl ex
conputation, the Trial Attorney is responsible for ensuring that
the conmputation is conceptually sound and eyeballing it to
ascertain that it is reasonably correct. This is true, also, of
conput ations prepared by Governnent personnel, which stil
require review. For exanple, there have been instances in which
an agent, calculating an overpaynent in an estate tax case, has
pi cked up, instead of the figure for the gross estate as
determ ned on audit, the figure for the taxable estate, and then
proceeded to deduct a second tine the anmount allowable in going
fromthe gross estate to the taxable estate. Unless attention is
paid to the correctness of the conputations, settlenents which
appear greatly to the Governnent's best interests, when described
in ternms of litigation hazards, may prove greatly to the
Governnment's detriment when the check is cut.

Be aware that there can be hidden variance probl enms which
can be injected into a case in the course of a conputation
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process. It is possible that a well-infornmed person preparing a
reconputation may perceive issues in making the conputation
(whet her pursuant to settlenent or judgnent) which had not

previ ously been addressed. |If the case were litigated, and the
Gover nment won, of course the taxpayer could not recover with
respect to an issue not raised in the conplaint or claimfor
refund. Simlarly, if we |lost, the taxpayer could not prevail on
an i ssue which had not been involved in the litigation.

Accordi ngly, reconputations nust be scrutinized to be sure that
they do not address issues that the taxpayer has not raised in
its refund claimor suit.

8. | nt er est

In any refund suit, it is not a good idea to accede to a
request that all of the overpaynent be considered tax, and no
part interest. Interest received is taxable, and recoveries of
assessed interest or deductible taxes are taxable if previously
deducted, but recovery of a nondeductible tax is not includible
in incone. Mdreover, despite a provision in a settlenent that
assessed or statutory interest is to be waived, or to be
calculated in a particular way (e.g., at half the statutory
rate), the Service Center may al |l ow assessed interest or
calculate statutory interest in the usual way.

In a collectibility settlenent, it is usual to require that
no part of the paynent is deductible for federal incone tax
pur poses.

9. Section 6402 of the Code

Pursuant to 8 6402 of the Internal Revenue Code, any
over paynent due a taxpayer may be credited agai nst any ot her
outstanding tax liability of the taxpayer, and certain other
specified liabilities. Every settlenent resulting in an
over paynment -- whether by conprom se or concession -- should
provide for the applicability of § 6402.

D. O fer and acknow edgenent

The Trial Attorney nust always be aware that the taxpayer's
of fer and the Governnent's acceptance constitute a contract.
Failure of the parties to state their intention can lead to the
di spute being presented to the court as in any other contract
di sput e.

All offers must be in witing, i.e., the taxpayer is
required to submt a witten offer even if the taxpayer makes an
oral offer at a pretrial conference with a judge in attendance.
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The offer should contain all the proposed terns of settlenent.
This avoi ds disputes as to what the parties intended and the
adm ssi on of parol evidence. For exanple, the offer should
address the permssibility of crediting any overpaynent pursuant
to 8§ 6402, attorney fees, interest on either the refund to or
paynment by the taxpayer, all problens concerning effect on other
years, any issues concerning basis, and so on.

The Trial Attorney should send an acknow edgenent |etter
promptly, generally within three days fromthe recei pt of the
offer. This letter should clarify any termof the offer that

needs revision. |If the terns of the offer do not require
clarification, an acknowl edgenment is still required, but no
restatenent of the terns of the offer is necessary. |If the

acknow edgenent letter is, in effect, stating new terns (even

t hough they are relatively nodest provisions), we should require
the taxpayer's representative to agree to the revisions in
witing. An effective way of obtaining the agreenent is to
request the taxpayer or the taxpayer's representative to sign and
return a copy of the acknow edgenent letter.

Trial Attorneys sonetines spend | arge anmounts of tinme
clarifying (after the fact) what a settlenent offer really neans.
For this reason, it is often a good idea to see a draft offer
approve it or suggest revisions, and then have taxpayer make the
actual offer. 1In the right case, the Trial Attorney may even
prefer to propose the terns of the draft offer (being careful, of
course, not to seemto be making an offer).

If the offer letter contains sonme terns which are totally
unacceptabl e but the offer is otherwi se worthy of consideration,
the Trial Attorney should consider restating the terns that my
be acceptabl e, pointing out the unacceptable terns and asking the
t axpayer's representative to confirmin witing if he or she
w shes to make an offer on the revised terns.

E. Counteroffers

| nasnmuch as the Trial Attorney does not have settl enent
authority, the Attorney nust take care not to seemto be nmaking a
settlenment offer, rather than stating what the Attorney's
recommendati on would be. In an unusual case, after a settlenent
menor andum has been prepared, it may be appropriate for the Trial
Attorney, while recomrending rejection of a pending offer, to
recommend the making of a formal counteroffer (i.e., a statenent
that, if an offer on these terns is submtted, it wll be
accepted). Such counteroffers, although not routine, may
sonetinmes be utilized in situations where the Section Chief has
settlenment authority. They are extrenely unusual, but not
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i npossi ble, when the Ofice of Review has authority to accept or
reject the offer. This discussion assunmes, of course, agreenent
by the Internal Revenue Service to the course proposed (or SOP
classification). 1In all cases the making of formal counteroffers
must be approved by the person who woul d have authority to accept
the offer.

F. Concessions and adnministrative settl enent

As the chief litigator of the United States, one of our
inportant functions is to make sure that the Governnent has a
legitimate litigation position in each case that we handle. W
nmust recogni ze that requiring a taxpayer to litigate his or her

rights in court is expensive and stressful. |In addition, we nust
consider the court's tine and our need to retain the court's
goodwi I I. And--quite apart fromthe costs to others and

ourselves--it is our obligation to concede cases in which our
position |acks nerit.

If the Trial Attorney believes that the Governnent should
concede an issue or the entire case, he or she nust obtain the
recomendation of the Service, even in cases that have been
designated SOP. (There is one exception to this rule, nanely, in
a responsi bl e person case (8 6672 of the Internal Revenue Code)
we need not request the views of the Service if the case has been
classified SOP.)

Cenerally, it is undesirable to process a proposed
concession as to only part of a case if the case can be resol ved
as a whole by settlement. Accordingly, a proposed parti al
concessi on should not be processed until the Trial Attorney has
explored the possibility of settlenent of the case as a whol e,
and the Trial Attorney's nenorandum should set forth why an
overal |l settlenent cannot be achi eved.

Whet her we shoul d negotiate over attorney fees with
t axpayer's representati ve when concession i s being considered,
and how we negotiate fees in this context, is a grey area and
requires a careful analysis of the situation. The Tax Division's
position on this matter is contained in Tax Div. Directive No.
87-62, and it states in pertinent part:

Whenever possible, cases that are conceded by the
Government shoul d be termnated by a stipulation for
dism ssal with prejudice, each party to bear its own
fees and expenses including attorney fees. Simlarly,
whenever possible in partial concessions, each party
shoul d bear its own attorney fees and expenses with
respect to the issue(s) conceded. Where the person
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with final authority determ nes that full concession or
partial concession wll be conditioned upon settl enent
of or waiver of costs and attorney fees, 7/ opposing
counsel should be inforned that any concession is
conditioned on disposition of the issue of costs and
attorney fees. 1In cases in which full or partial
concession is warranted whether or not the issue of
costs and attorney fees is resolved, opposing counsel
shoul d be informed of the decision to concede before
the issue of costs and attorney fees is broached, and,
as a matter of ethics, there should be no suggestion

t hat concession is dependent upon resolution of the

i ssue of costs and attorney fees. Were opposing
counsel refuses to waive fees and costs, settlenent of
the fee and cost issue should be sought. |If an offer
to settle the fee and cost issue is submtted, the
recommendation of District Counsel or Chief Counsel
must be requested. \Where settlenent cannot be reached
on the fee and cost issue, a judgnent will be entered,
| eaving the award i ssue open. But, in such cases, the
Trial Attorney should pronmptly request District Counsel
or Chief Counsel to provide the Division with an

anal ysis of the facts and |law on the fee and cost

i ssues | eft open, unless such an anal ysis has

previ ously been received.

G Soliciting the Internal Revenue Service recomendati on

1. Conpromn ses

If the Trial Attorney determ nes that the offer does not
merit serious consideration, he or she should pronptly prepare a
bri ef menorandum recomendi ng summary rejection of the offer and
shoul d not request the recommendation of District Counsel or
Chief Counsel. |If the offer does nerit consideration, however,
then the follow ng shoul d be observed.

7/ Concessions in this category include cases in which,
while the United States has a defensible position, the amount of
litigating hazards involved do not justify trial costs, or cases
or issues which are conceded because the case does not present a
good litigating vehicle for a recurring issue. 1In these
situations, concession would ordinarily not be warranted if
attorney fees are not waived since the matter would essentially
have to be litigated in any event to resolve the attorney fees
di sput e.
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a. Standard cases

In cases classified "standard" by District Counsel or Chief
Counsel (see Part |I, Chapter L), the Trial Attorney shall
request pronptly (i.e., within 3 days of receipt of the offer)
the recommendation of District Counsel or Chief Counsel as to the
acceptability of the offer. As soon as possible, the Trial
Attorney should forward a copy of a draft conprom se nenorandum
to District Counsel or Chief Counsel to assist in their
eval uation of the proposal.

The Trial Attorney should bear in mnd that the fact that
the parties are participating in ADR does not obviate a need for
the Internal Revenue Service recommendation in standard cases.

b. SOP cases

In cases classified "SOP" (see Part |1, Chapter L) by
District Counsel or Chief Counsel, the Tax Division may act on an
offer to settle the pending case w thout obtaining the Service's
recomendation. A general litigation case may not be classified
SOP if the amount in controversy is nore than $200,000. |If the
District Counsel's initial letter to the Tax Division in a
general litigation case fails to designate the case as either SOP
or standard, the Tax Division wll presune that the case is
classified SOP if it involves | ess than $200, 000; otherw se, the
case nust be treated as standard. |If the offer covers periods or
taxpayers not in suit, the recommendation of the Internal Revenue
Servi ce nust be obt ai ned.

c. Taxpayers and/or periods not in suit

When a proposed settlenent of a standard or SOP case
i ncl udes a taxpayer or period not in the pending litigation,
pursuant to Del egation Order 155 (Rev. 4, Aug. 15, 1996), the
I nt ernal Revenue Service recommendation |letter nmust be signed by
one of the follow ng officials:

(1) Chief Counsel, Associate Chief Counsel, or Deputy
Associ ate Chief Counsel with respect to settlenents
i ncl udi ng persons or periods not in suit, except as
ot herw se specified.

(2) District Counsel, Regional Counsel or Assistant
Chi ef Counsel with respect to settlenents including--

(a) periods not in suit ending prior to the date
of the settlenent agreenent;
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(b) tax consequences for periods not in suit
ending after the date of the settl enent
agreenent that necessarily result fromthe
settlenment of the periods in suit;

(c) issues conceded in full by the taxpayer for
periods not in suit ending after the date of
the settl enent agreenent;

(d) persons not in suit for the periods described
in (a); and

(e) persons not in suit for the itens described
in (b) and (c).

Where a proposed settlement provides for the execution of a
cl osing agreenent as part of the settlenent, the closing
agreenent nust be reviewed by the appropriate Internal Revenue
Service office prior to the Governnent's acceptance of the offer.
| ndeed, in alnost all cases, as when subsequent years are pendi ng
in the Appeals Ofice of the Service, the Service office involved
will prepare the closing agreenment. In this situation the Tria
Attorney should review the closing agreenent, as well.

d. The 45-day rule

In cases where the Chief of the Cvil Trial Section or the
Court of Federal O ainms Section determ nes that the |nternal
Revenue Service has not tinely responded to a request for
recommendation on an offer, the Chief may advise the appropriate
I nt ernal Revenue Service office by letter that, unless the Tax
Division hears fromthat office within 45 days, the Tax D vision
wi |l process the case on the assunption that the Internal Revenue
Service has no objection to the proposed settlenent. A form of
letter to District Counsel or Chief Counsel invoking the 45-day
rule is in the Appendi x as Exhibit D. Before determ ning that
the Internal Revenue Service has failed to respond in a tinely
manner, the Service nust have received (either in advance of or
with the 45-day letter) everything needed to review the proposed
settlenment, including a copy of the conprom se nenorandum

The Internal Revenue Service is considered to have responded
to the 45-day letter if, wthin the 45-day period, the Tax
Di vision receives either (1) a recommendation or (2) a request
for additional tine and an estimate as to when the recommendati on
W ll be received. This 45-day procedure is not applicable to
settlenents that nust be approved by the Associate Attorney
Ceneral or referred to the Joint Commttee on Taxation, or that
i nclude a taxpayer or period not in suit.
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2. Concessi ons

If the Trial Attorney is of the view that a case should be
conceded in whole or in part, the Trial Attorney should request
the recommendation of District Counsel or Chief Counsel as to the
proposed concession, forwarding a copy of his or her concession
menor andum  The recomendati on of District Counsel or Chief
Counsel is required in all cases, except SOP cases invol ving
liability under 8 6672 of the Internal Revenue Code. |f the Tax
Di vi si on does not receive a recommendation within 30 days from
the date of the letter requesting the recommendation in a refund
suit classified SOP, the Tax D vision may process the case on the
assunption that Chief Counsel or District Counsel has no
objection to the proposed concessi on, except where the proposed
concessi on nust be approved by the Associate Attorney Ceneral or
referred to the Joint Conmittee on Taxation. |Internal Revenue
Manual (35)(18)45; Ex. E

H The offer |ist

1. The offer list and howit is used

Whenever a settlenent offer is received froma taxpayer, it
is logged onto the Tax Division's conputer. Subsequent action on
the offer (e.qg, sending it to the Service for its views;
receiving the Service's views; action by the Trial Section;
action by the Ofice of Review) is also entered onto the
conputer. Every two nonths the Division front office (i.e., the
O fice of the Assistant Attorney General) calls for a list of al
the cases with offers pending, and that list reflects the date
the offer was recei ved and what has happened (or not happened)
since that tinme. One colum on the list is reserved for remarks,
and that space is used to explain why we have not yet acted on an
of fer.

The Tax Division uses the list to nonitor the pace at which
we settle cases. "Stale" offers show up, along with our
expl anati ons of why we have not yet acted on them This enables
the Division managenent to ensure that we are processing our
offers with reasonable diligence and, if necessary, to prod us
when we are not.

2. Wiy the Tax Division cares about
the pace of settl enent

The longer it takes the Governnent to process offers, the
|l ess incentive there is to taxpayers to nmake such offers.
Moreover, as a matter of courtesy, offers should be acted on
pronptly. If an offer is not adequate, it should be rejected
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pronptly. If it is acceptable, it should be accepted pronptly--
both as a matter of courtesy, and as a reward to the cooperative
taxpayer and its counsel. It is poor thanks to a taxpayer who
has nmade a reasonable offer to have that offer |anguish, while
the Trial Attorney attends to what are regarded as nore stringent
deadlines in cases with | ess cooperative opponents.

3. What an attorney can do to "stay off
the list"

Si nul t aneousl y obt ai ni ng good settlenents and "staying off
the offer list" is the attorney's goal. O course, the obvious
way to do this is to immediately wite one's conproni se
menmor andum which is sonetines difficult or inpossible. Short of
doi ng that, however, there are useful procedures that can save
consi derabl e ti ne:

(a) Discourage unsolicited offers. Wen settlenent
first cones up, explain to the opponent that the Trial Attorney's
favorabl e recommendation is al nost al ways necessary for a
settlenment to occur, and that one would prefer that the taxpayer
make no offer until after one has negotiated and agreed to nmake a
favorabl e recommendat i on.

(b) Discourage premature offers. Taxpayers sonetines
make offers early in the case--aware that we know little or
not hi ng about the case--with the bona fide intention that the
settlenment offer remain pending while we conduct discovery and
| earn whether the offer is a good one. Such offers are nore harm
than help, in that they provoke the Section Chief (and the Front
O fice) to inquire repeatedly about the pendency of offers which
are sinply premature.

(c) Keep the Service and supervisory staff famliar
with the case informed during settlenent negotiations.
Particularly in a standard case, check with District Counsel or
Chi ef Counsel to get their informal views on what the offer
should ook like. It wll not only inprove the quality of the
of fer but also cut down (a) the anount of tinme it takes themto
consider the offer and (b) the nunber of tines one has to wite
suppl enent al nenoranda on additional issues.

(d) Uilize taxpayer's subm ssions in preparing the
conprom se nenorandum  The conprom se nenorandumis an
eval uation of the case that consists essentially of (1)
t axpayer's version of the facts, (2) the Governnment's version of
the facts, (3) taxpayer's l|egal position, and (4) the
Governnment's |l egal position. [|f taxpayer proposes, early in the
case, a conprehensive stipulation of facts (with citations to the
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docunents, affidavits, and depositions it relies on), it wll
probably be very easy to draft a statenment of the facts. (Before
soliciting such a draft stipulation, consider whether it would be
preferable for the Trial Attorney to go first in the stipulation
process.) Additionally, the Trial Attorney can ask taxpayer for
a statenent of taxpayer's position on the specific |egal
guestions to be addressed in the nmenorandum (E.g., "Wy isn't
this a change of accounting nethod?" "Wy isn't this a variance
fromthe refund clainP?") |If these can be obtained during the
negoti ati on stage, then | arge chunks of the nmemorandumw || be
drafted before the offer is received.

(e) Draft the conprom se nmenorandum during the
negoti ati on process. Mst of the material in the nmenorandumis
material that the Trial Attorney will eventually have to wite in
any event (unless taxpayer gives up)--either as a pretrial brief
or as a conprom se nenorandum So it is not a question of
whether to wite it but when to wite it. The Trial Attorney
mght as well do it early: the supervisor who reviews the
transmttal letter gets an early | ook, makes conments, and gets
on board; the Service's consideration is assisted and expedited;
and the nenorandumis ready very shortly after the offer is
recei ved.

(f) Send the Service a copy of the draft nmenorandum
Send it pronptly, and give your District Counsel or Chief Counsel
counterpart any other information or docunents that he or she
will need to evaluate the offer. Wen an offer in a non-SOP case
cones in, the Tax Division i medi ately asks the Service for its
views. Thus, remarks on the offer list often state that a stale
offer is awaiting the views of the Service. The jaundiced eye,
however, may | ook askance at that explanation. Wen the Service
gets a settlenent offer wth no explanation fromthe Tria
Attorney as to why the offer is good (or not good), it often
takes the District Counsel or Chief Counsel attorney a long tine
to evaluate the offer. On the other hand, with a draft of the
conprom se nenorandum the District Counsel or Chief Counse
attorney is often able to render an opinion quickly.

(g Reject offers quickly--in the appropriate case.
On occasion we receive an offer that the Trial Attorney thinks is
not good enough, but the Trial Attorney hopes to be able to
negotiate a better offer, and so | eaves the offer pending during
this post-offer negotiation. Sonetimes this is surely the right
approach. In other instances, however, leaving the prior offer
pendi ng may send the wong signal to the taxpayer (i.e., that
maybe the Governnent will accept the offer if it can't get a
better one) and | eaves on the offer list a case that really calls
for rejection.
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|. Settlenent and concessi on nenoranda

A recommendation for settlenent or concession is made in a
menor andum prepared by the Trial Attorney. A form of nenorandum
is contained in the Appendi x as Exhibit F. The top page of the
menor andum shoul d contain the date, the nane of the case, and the
nature of the suit, including the years or periods involved in
the litigation. 8/ State the anount involved in the litigation
whet her it is an anount clainmed by the taxpayer or by the
Government. Also state the ambunt to be paid by the Governnent,
and the amount to be paid to the Governnent (or in a partial
concession of a Governnent claim the amount of reduction of such
claim. In discussing the amounts at issue in the lawsuit and
the anobunts to be paid by or to the Governnent, or refunded, the
Trial Attorney should always detail the treatnent of interest.

The top page of the nmenorandum shoul d al so contain the date
of the offer. Normally this date is the date of the offer letter
prepared by the taxpayer or other parties seeking to settle. |If
the of fer has been anended, the dates of any anmendnents shoul d be
set out. Next, the nmenorandum should |list the recommendations of
the Internal Revenue Service, usually by using one of the
foll ow ng forns:

1. "Acceptance [concession] by Letter Dated .
2. "Rej ection [Defense] by Letter Dated "
3. "Classified SOP by Letter Dated N

Renmenber in preparing this part of the menorandumthat the
Di strict Counsel, Regional Counsel or Assistant Chief Counsel may
not have the authority to sign a recommendation letter on an
of fer that includes taxpayers or periods not in suit. See
di scussion at Chapter Gof this Part, Section 1l.c., pp. 32-33,

supra.

Bel ow the I nternal Revenue Service recommendation is the
Trial Attorney's recommendation. The nanme, address, and
t el ephone nunber of the taxpayer's representative also appear in
this part of the nenorandum In a refund case which involves the
maki ng of a refund, the address stated in the nmenmorandumw || be
used by the Post Litigation Procedures Unit (PLPU to ascertain

8/ If the settlenent involves years or taxpayers not in
suit, that information (and the concessions called for by the
offer as to such non-suit years or taxpayers) should al so appear
on the top page of the nenorandum
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the correct address to which to send the refund check. Therefore,
it is inportant to be sure that this information is correct.

The body of the nmenorandum consists generally of five to
seven parts: (1) questions presented; (2) terns of offer; (3)
statutes and regul ations involved; (4) a jurisdictional
statenent, setting out those facts which establish that the
refund claimand suit are tinely in whole or in part; (5) the
statenment (which normally sets out the facts); (6) the
di scussi on, which would include any rel evant coments by the
court; and (7) conclusion. A few points are worth maki ng about
t he body of the menorandum

When di scussing the questions presented, it is nore useful
to list the substantive questions rather than to use a nore
general presentation such as "should the offer be accepted given
the litigating hazards?" Since the reader already knows that
settlenment is being considered either on litigating hazards or a
collectibility basis, it is much nore useful for the reader to
| earn sonet hi ng about the case. For exanple: "Are the
hai rdressers who work for the taxpayer enpl oyees or independent
contractors?"

The questions presented and terns of offer may be conbi ned,
as, for exanple: whether the taxpayer has substantiated
adequately cl ainmed travel and entertai nnment expenses for 1989-
1990. Under the proposed settlenent, the taxpayer concedes 1989
(involving a total of some $100,000 in clainmed expenses) and the
Gover nment concedes 50% of the $200, 000 involved with respect to
1990.

It is extrenely helpful if the "statenent" section of the
menor andum contains the facts needed to verify the presence of
jurisdiction for a refund suit, for exanple, the filing date of
the original return, the existence of any extensions of the
statute of limtations for assessnents and collections with
respect to the subject tax period, the filing date of the refund
claim the date of any Service action with respect to the claim
the filing date of the conplaint, and the applicability of any
I nt ernal Revenue Code 8§ 6511(b) |limtations regarding the
proposed settl enment overpaynent. Moreover, at this juncture, it
is a good idea to obtain and review a current transcript of
account, to nmake sure that there have been no devel opnents (e.q.,
a tentative refund) which affect the anobunt in controversy, or
whi ch shoul d be addressed in considering the settlenent. 9/

9/ It may be, for exanple, that tentative all owances based
on carrybacks have been all owed, and the Service has not audited

- 41 -



The "di scussion" section of the nenorandum should, in a
litigating hazard settlement, explain the strength and weakness
of the Governnment's position with respect to all issues involved
in the case (or all issues covered in a partial settlenent). The
menor andum shoul d al so address any issues identified in the
| nternal Revenue Service's recomrendation. Sonetines the Trial
Attorney may believe that the Internal Revenue Service's analysis
on a particular issue is wong or irrelevant. It is very hel pful
to the person who nust act on the offer if the menorandum
expl ai ns why.

Despite the efforts to make sure that the terns of
settlenment are clear at the tinme the offer is nade and it is
acknowl edged by the Governnent, there will be occasi ons when an
additional matter needs to be addressed in the acceptance letter
or by way of counteroffer. These issues should be identified in
t he menor andum

When preparing the menorandum nake it as easy as possible
for those who nust al so add their reconmendati on or act on the
offer to check the accuracy of the statenents nade in the
menor andum or to review the rel evant docunents. If the
menor andum refers to docunents, please nmake sure that they are
either attached as exhibits to the nenorandum or are tabbed in
the files which are sent forward with the menorandum

The materials which should be forwarded with the settl enent
menor andum and Settl enment Checklist are normally the foll ow ng:

1. Up-to-date Internal Revenue Service transcripts of the
t axpayer's account .

2. I nt ernal Revenue Service adm nistrative records
pertaining to the periods and issues in suit.

3. The I nternal Revenue Service's settl ement
recommendati on i n non- SOP cases.

the years generating the carryback; in this situation, the
settlement should be wi thout prejudice to the Governnent's right
to audit and, if necessary, assess for the carryback years in
suit. Absent special provision, the filing of a stipulation for
di sm ssal (or, indeed, a judgnent) could close the years.

For the requirenent of submtting to the Joint Commttee on
Taxation any settlenent involving a year where prior tentative
al | owances exceed $1, 000, 000, regardl ess of whether there is a
proposed refund, or its anount, see Part |1, Chapter C, supra.
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4. The Departnent of Justice files or the Trial Attorney's
files relating to the ongoing litigation.

5. Pertinent discovery materials.

6. In a collectibility settlenent, a conpl eted Statenent
of Financial Condition and G her Information (DJ-TD 433 (1996)),
and incone tax returns for the past five years. (Form DJ-TD 433
(1996) (Ex. C) supersedes IRS Form 433. Do not use Forns 433-A
or 433-B, which are not satisfactory for our purposes.)

7. A signed collateral agreenent in a collectibility
settl enent.
8. In a case within the Trial Section Chief's settlenent

authority, an action sheet setting out the action the Tri al
Attorney recomends. See Ex. G (In a case going to the Ofice
of Review, the action sheet is prepared by that Ofice.)

9. In a case within the Trial Section Chief's settlenent
authority, the appropriate |letters advising opposing counsel and
the Service of the action on the settlenent. See Chapter M
infra.

A well-witten and thorough settlenment nmenorandum w ||
consi derably expedite the settlenent process.

J. Settlenent Checkli st

Form TAX-108 (Ex. H) is a Settlenment Checklist whichis to
be submtted with the menorandum Its purpose is two-fold: (1)
to set out, on one page, the procedural or generic information
(e.qg., tinme limt, date of offer), which nmakes it easier for the
person reviewi ng the settlenent to see at a glance what is
involved; and (2) to remind the Trial Attorney of points to
consi der and/or address in connection with settlenment.

Wth respect to the second point, question V on the
Settl ement Checklist sheet addresses concerns which are discussed
at length in Part V, Collectibility Settlements. Does the offer
provide that a lunp sumor initial paynent be made within a set
tine? Are fixed deferred paynents secured? Do they bear
interest? Are there current financial statenments on Form DJ-TD
433 (1996)? Has that form been verified by the Internal Revenue
Service? Have tax returns for the last five years been anal yzed?
Is there a collateral agreenent? Does taxpayer waive any
deducti ons?



Simlarly, question VI of the checklist is intended, inter
alia, toremnd the Trial Attorney of questions and probl ens
whi ch are addressed in Part |1V, Ofset, Double Allowances--
Mtigation of Limtations, and Equitabl e Recoupnent.

K. Speci al considerations on subm ssion
of case to Ofice of Review

Prior to submtting a non-SOP case to the O fice of Review
it is the responsibility of the Gvil Trial Section, the Court of
Federal C ains Section, or the Appellate Section to obtain the
recomendati on of the Chief Counsel or District Counsel, except
in the situation where the Trial Attorney has discussed the
proposed settlement with the Internal Revenue Service attorney
assigned the case and has been assured that the Service's
favorabl e recommendation will be forwarded within a few days. 1In
that situation, it remains the Trial Attorney's responsibility to
obtain the recommendati on of the Service. The Appellate Section
al so nust obtain the recommendation of the Gvil Trial Section in
whi ch the case originated. Additionally, it is the
responsibility of the Cvil Trial Section, the Court of Federal
Cl ains Section, or the Appellate Section to obtain and check any
conput ations required under the conprom se or concessi on.

If the Ofice of Review determ nes that further factual
devel opnent of a case is necessary, or additional issues should
be addressed, the Cvil Trial Section, the Court of Federal
Clains Section, or the Appellate Section is responsible for
what ever additional work is necessary.

The O fice of Review wi ||l keep the Trial Attorney advised of
any tinme exigencies which prevent reasonably pronpt addressing of
the settlenent by Review. Conversely, the Trial Attorney should
consult with the O fice of Review concerning representations nade
to the court concerning the time necessary to act on the
settlenment, and furnish the Ofice of Reviewwith a draft of any
such representations before they are submtted to the court.



L. Responsibility of the Assistant United States
Attorneys in Tax Division cases

The Assistant United States Attorney assigned to handle a
case on behalf of the Tax Division has the responsibility for
preparing a nmenorandum recommendi ng acceptance or rejection of an
offer to conprom se such case. |If the Assistant United States
Attorney determ nes concession of the case or of an issue is
warranted, the Assistant United States Attorney nust prepare a
menor andum r ecommendi ng concessi on. The nmenorandum shoul d be
addressed to the Assistant Attorney Ceneral and nust contain a
statenent of the facts, an analysis of the |law, a statenent of
the terns of the proposed settlenent, and a di scussion of the
reasons underlying the recommendati on. The nmenorandumi s
forwarded to the chief of the section concerned, together with
the adm nistrative files and a copy of the offer. |f necessary,
the Assistant United States Attorney obtains the recomendati on
of District Counsel or Chief Counsel, a conputation, and/or a
current transcript of account.

M Acceptance |letters and other correspondence

An acceptance letter nmust be witten with the greatest
possi bl e care, inasnmuch as the offer and acceptance constitute a
contract between the parties. Formletters are exactly that
--fornms. They frequently nust be nodified to suit the particul ar
case. A settlenment menorandum may describe a settlenent greatly
in the Government's best interests--but, unless care is taken in
t he acceptance letter, those benefits nmay not be achi eved.

Forms of letters advising of rejection of an offer or
acceptance of an offer are in the Appendi x as Exhibit |
(Rejection Letters), Exhibit J (Refund Due under the Conprom se),
and Exhibit K (Paynment Due the United States under the
Comprom se). Fornms of Stipulations for Dismssal generally used
i n conprom ses (and concessions) are in the Appendi x as Exhibit
L. Fornms of Stipulations for Entry of Judgnment where paynents
are due the Governnment are in the Appendix as Exhibit M 10/

10/ Acceptance letters in collectibility settlenents are
particularly difficult to draft, and nust be crafted with
specific reference to all terns of settlenent. Such terns are
di scussed in depth in Part V, infra, at pp. 58-66. For exanple,
in acollectibility settlement, typically judgnent is entered for
the full amount of the Governnent's claim and the judgnent is
mar ked satisfied when all paynents called for under the
settl ement have been paid.
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Forms of concession letters in refund suits are in the Appendi x
as Exhibit N

It is the responsibility of the Cvil Trial Section, the
Court of Federal O ainms Section, or the Appellate Section to
advise by letter taxpayer's counsel and District Counsel or Chief
Counsel of the action taken on the offer or of the approval of a
concession in cases where final action is taken by that Section.
In all other cases, it is the responsibility of the Ofice of
Revi ew.

In cases that can be acted on within the trial section or
the Appellate Section, a Trial Attorney is required to prepare
the letters and send themforward at the tine the case is
submtted to the Section Chief for action. This practice wll
enabl e the Section Chief to reviewthe offer efficiently with
only one review of the case file and nmenorandum

N. | ssuance of refunds

1. Preparation of Forns M 4457 authori zi ng
i ssuance of refund

The Tax Division prepares and forwards directly to the
Service Center (District Director in 100% penalty cases) paynent
aut hori zati on nenoranda (Forns M 4457) directing the issuance of
a refund pursuant to a conprom se or concession. A copy of the
paynment aut horization nenorandumis sent to District Counsel or
Chi ef Counsel and another copy is sent to the Post Litigation
Procedures Unit.

This procedure is applicable wwth respect to cases where the
anount of the overpaynent is known prior to the Departnent's
acceptance of the offer or approval of the concession. It is
al so applicable if the anmount of the overpaynent will be conputed
by the Tax Division's reconputation specialist after the
Department's acceptance of the offer or approval of the
concessi on.

The Form M 4457 is prepared by the Trial Attorney or Ofice
of Review at the sane tinme the letters are prepared advi sing
counsel for taxpayer and District Counsel or Chief Counsel of the
acceptance of the offer or approval of the concession. Before
preparing the Form M 4457, the Trial Attorney or Ofice of Review
shoul d obtain a current transcript of account.

I nstructions for conpletion of the formand sanple conpl eted
forms are in the Appendi x as Exhibit O Blank forns are avail -
able in each section front office. Addresses of Service Centers
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to be used in nenoranda authorizing paynment are also included in
Exhibit O

The authorization to issue a refund nust be very clear. For
exanple, if you are settling a case involving three years on the
basi s of overpaynents of 50% of the tax and assessed interest
pai d invol ved, specify the anounts of the refund of tax and
assessed interest paid for each year

2. Verifying correctness of the refund check, whether
the refund is pursuant to settlenent or judgnent

It is the responsibility of the Tax Division to ensure that
refund checks issued pursuant to conpromn ses, concessions or
judgnments are accurate, both as to the principal anmount of the
refund and as to statutory interest. This reviewis necessary
because, whereas a taxpayer wll generally conplain if the refund
check is inadequate, very few, if any, inquiries are received
because a taxpayer believes that the anount allowed is excessive.

Ref und checks, together with the notice of adjustnent and
statutory interest conputation, are sent by the Internal Revenue
Service to our Post Litigation Support Unit. This Unit will send
the Trial Attorney (or Ofice of Review in cases handl ed by that
O fice) a copy of the notice of adjustnent and statutory interest
conputation. Before sending these docunents to the Tri al
Attorney, the Post Litigation Support Unit will ascertain whether
the Trial Attorney is scheduled to be in the office within the
next week. |If the Trial Attorney is not scheduled to be in the
office wwthin the next week, the Post Litigation Support Unit
will consult with the Section Chief or Assistant Section Chief of
the Trial Section.

The Trial Attorney (or Ofice of Review) should pronptly
review the notice of adjustnent to nmake sure that it conplies
with the terns of settlenent and the Form M 4457. For exanpl e,
there may be instances where overpaynents for sone years trigger
deficiencies for other years, for which no deficiencies have been
assessed, although, had the case gone to judgnent and the sane
result obtained, the period of [imtations would have been
reopened by 88 1311 et seq. of the Code. In such a situation,
the Form M 4457 will typically direct that the deficiencies be
of fset agai nst the overpaynents, and only the net anount
refunded. Unless great care has been taken, however, there is a
good chance that the Service Center will sinply allow the
over paynment, ignoring the deficiencies because they have not been
assessed. Accordingly, if you have this situation, you may want
to consult with the Service Center about this at the tinme the M
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4457 is prepared, and be sure to check the notice of adjustnent
as soon as it is received.

Simlarly, the Trial Attorney (or Ofice of Review) should
review the statutory interest conputation to make sure that it is
correct. 11/ The Service can make very serious errors in the
conputation of statutory interest. There have been cases where
grossly excessive anobunts of interest were allowed, either with
respect to settlenments or judgnents, 12/ but the recovery of the
erroneous refund was barred by [imtation. GQuidelines as to
calculation of interest are discussed in "A Bird' s Eye View of
Some General Principles re Interest,” which appears in the
Appendi x as Exhibit Q

Preparation of the M 4457 and determ nation of the amount of
judgnment require analysis of the transcript of account (which
shows the date of all paynents of tax). At that time the Trial
Attorney (or the Ofice of Review) will have in mnd such
guestions as whether interest is restricted because of
carrybacks. This is the information necessary to verify the
cal cul ation of interest, which involves knowi ng fromwhat date to
what date interest is cal culated on what anount. Accordingly, to
facilitate the verification of the amobunts of refund checks, it
IS suggested that, at the tinme the Form M 4457 or judgnent is
prepared, an interimconputation also be prepared of the

11/ A determ nation has been nade that verification by the
Trial Attorney of the statutory interest conputation will not be
required in the case of refunds of responsible person penalties
(8 6672) because the anpbunts are relatively small and the
i nterest conputations are straightforward. However, it is
inportant to calculate and verify the anmount owing to the
Government wth respect to judgnments or settlenents calling for
paynents to the Governnment of 8 6672 penalty plus interest; a
nunber of paynents can conplicate the interest conputations, and
in such cases it is not unusual for the interest to be greater
than the penalty.

12/ The | argest excessive allowances of statutory interest
have occurred with respect to judgnents. Were there is a
judgment calling for a refund, the Tax D vision does not prepare
a Form M 4457, but the Internal Revenue Service prepares a Form
M 4456, based on the judgnent. A sanple Form M 4456 is attached
as Exhibit P. Note that where refunds for several years are
i nvol ved, the judgnent (like the Forns M 4456 and M 4457) shoul d
set out separately the anmount of tax and assessed interest paid
to be refunded for each year.
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statutory interest payable to date on the anount of the refund.
13/ If an interimconputation has been prepared, when the
statutory interest conputation is received fromthe Service
Center all that needs to be done is to update the interest
conputation (generally to the date of the refund check),
particularly if there has been a significant tine | apse or a
substantial anmount is involved, and to determ ne whether there is
a significant discrepancy.

In all cases, if the Trial Attorney (or a paral egal under
the Trial Attorney's direction) is unable to verify the
correctness of the refund check, whether as to principal or
interest, or to prepare the interiminterest conputation, or
resol ve any di screpancies in the conputation of the statutory
interest, the Trial Attorney should seek the assistance of the
Tax Division's reconputation specialist.

The Post Litigation Support Unit wll not forward the refund
check (and notice of adjustnent and statutory interest
conputation) to taxpayer's counsel until it has been advi sed by
the Trial Attorney or Ofice of Review that the check is in the
correct anount.

13/ This conputation can be prepared either by the attorney
or by a paralegal, pursuant to the infornmation concerning dates
and anounts provided by the attorney. This interim conputation
shoul d not be sent to the Service Center.
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